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12 / Geopolitics and fundamentals are colliding in the oil price discovery process: which one will win? - As we approach 
the summer period two key trends are on way to collide in the oil market: Geopolitics and Fundamentals
The reality is that oil fundamentals have, or will become less price-friendly very soon, but the slow simmer in adverse geo-
political events is keeping sentiments of oil speculators still bullish. The re-emergence of a Mideast risk premium and still 
strong global growth (but is now showing signs of flagging) will be competing with deteriorating oil-bullish fundamentals 
for dominance in the near-term. Oil production is being ramped up, following the hefty rises in oil prices since February last 
year. Shale oil output is especially relevant in that regard -- it is 6 to 9 times more responsive to oil prices than production 
from conventional wells. Thus, a price shock that will take oil price to $80/bbl would result in an extra 1.2 million bpd of US 
production hitting the market within a year. This rapid response ability will limit how long or how high oil price shocks would 
rise. Not long after the EIA recent data dump, the IMF came up with story that Saudi Arabia needs much higher oil prices, 
at US$85 a barrel, to fill its budget gap. And so, oil prices actually rose in the wake of that news. Investors' thinking is that 
Saudi Arabia will do everything in its power for oil to reach those higher levels. So, oil prices ignored the wholesale bearish 
fundamental news, and cast their lots in accordance with the Saudi Arabia/OPEC jawboning.  Geopolitics vs fundamentals: 
which one will win? At the moment geopolitics has the upper hand, but not for very long, in our opinion.

17 / Timing and Tactical Insight - Oil and Energy should continue higher until mid Summer - Oil prices, the Energy sector 
as well as the related segments, geographical and currency comparisons, would suggest that the Oil nexus continues higher, 
possibly until early, perhaps mid Summer. By then, oil prices may have reached into the higher 80s USD/barrel, perhaps even 
higher. Following that, we would expect this move to retrace, starting late Summer, probably throughout the Fall and until 
year-end. Shorter term, a slight counter-trend move lower may materialize between mid May and early June, which could 
provide one last/late “Buy the Dip” opportunity.

24 / After 10 Months Of Outperformance, Will Commodities Keep On Outperforming Equities ? - In the July 2017 edition 
of The Capital Observer we underlined the potential for commodities to outperform equities into Spring 2018 (There will be 
multiple opportunities in H2 2017 for Commodities). This trend seems well in place with an outperformance of 20% from the 
Diapason Commodities Index (DCI) versus the S&P 500 since the June 2017 ratio low. However, few analysts have now noted 
that the current recent stock-commodity correlation has been at the upper end of its historic range – in fact it is approaching 
unity (at 1). The current convergence towards +1 looks set to play out for a few months more, which should correspond to 
a period of optimal conditions for both commodities and equities. Since 1975, the stock-commodity correlation has been 
close to zero, on average. A fall in correlation could be accomplished in two ways: (1) commodities could rally while equities 
decline (or vice-versa); and (2) commodities and equities fall together but equities decline at a faster and larger degree 
relative to commodities (or vice-versa). If a divergence occurs soon, we believe that the more likely case will be (1), where 
commodities continue to rally, and shares will pullback lower. At that time, the correlation should fall back to zero or even 
go back to negative.

27/ Timing and Tactical Insight - As the Equity Bull market is showing signs of exhaustion, some Commodities may conti-
nue to outperform  - The long term uptrend on Equities since 2009 seems to be approaching its exhaustion. We expect it to 
top out sometime this Summer, and enter a period of correction to the downside, which could last between 12 and 18 mon-
ths. Similarly, some of the more pro-cyclical commodities such as Oil or Industrial Metals could also be topping out during 
Q3. They should follow equities lower, possibly until early 2019, at least.  Concomitantly, in both the Equities and Commo-
dities asset classes, we are expecting important long term lows on Defensive segments. We expect Staples to bottom vs the 
Market during the Summer. At the same time, Agricultural Commodities should bottom vs Oil.  These defensive trades could 
move up between 3 to 6 quarters. These Defensive uptrends will then imply that a broad and important risk assets correction 
is underway. In this context, as the situation gradually deteriorates during late Summer and the Fall, we would expect Gold to 
shrug off any remaining USD strength. It should then start to accelerate up, probably from Q4 into late next year.

33 / What's Up With Core Inflation? Core CPI YoY Will Rise Over The Next 5 To 6 Quarters - We have been suggesting for 
some time in previous editions of Capital Observer, that Core CPI will become an issue going into Q3 2018. So, we are not 
surprised that suddenly, Core Inflation is back in the limelight. Sharp gains over the past several months refocused market's 
attention to this very lagged variable which, if you properly think about it, does not deserve the attention of the market, 
much less the Federal Reserve. Why? Because Core CPI (or Core PCE, for that matter) is nothing but a "residue" of GDP 
growth. Properly defined, core inflation is a linear and lagged function of GDP growth change rate -- therefore GDP growth 
rate is a valid predictor of core inflation. GDP change rates lead changes in Core Inflation by 5 to 6 quarters. Core CPI, in turn, 
leads changes in the Fed Funds Rate (proxy of Fed policy changes) by 2 quarters. Our models suggest that if GDP growth 
peaks in Q3 or Q4 2018, as we expect and discussed elsewhere, then we will see stagflation from Q1 to Q3 2019. We will see 
falling growth and rising core inflation -- interesting dynamics for the bond market and for commodities, which are linked to 
inflation. Finally, Simply put -- all the Fed's focus on core inflation is a sham and masks the fact that what the Fed is actually 
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regulating is GDP growth. Think about it -- how can you ameliorate (with policy rates) the effect (core inflation)? You try to 
regulate the cause (growth).

37 / Timing and Tactical Insight -  The current inflation acceleration is very much late cycle. This is not good news for 
risk-assets - We believe that the current business cycle is well past the recovery stage. While the current progression in long 
term yields may come to a halt over the next few months (somewhere in the 3.1% - 3.6% range on the US10Y), inflation 
expectations may continue to rise for another 2, perhaps 3 quarters. This is typical of late cycle dynamics and implies than 
real rates may start to fall again. At the same time, the FED policy will probably remain quite hawkish. It will trigger renewed 
flattening of the yield curve which may even approach inversion towards year-end or during H1 2019. These are negative de-
velopments for the economy and point to a deceleration of growth over the next few quarters, and possibly towards a reces-
sion over the next couple of years. Gradually, Flight to quality type of assets should start to regain strength, we believe that 
the US Dollar is first in line, along with Gold denominated in Euros. Gold in US Dollar will probably follow later in the year as 
it becomes apparent that the situation is worsening.  Gold could then start to rise against all currencies and most assets. On 
the other hand, Emerging markets may be one of the first asset classes to get hit. Then, as the risk asset correction spreads, 
even emblematic assets such as “Big Growth” could experience a return to the mean. Indeed, their long term uptrends vs 
other assets are extended, and their valuations are stretched. All these projections are quite aggressive and set a tight sche-
dule for the deterioration of financial conditions. The reversal could be more gradual, yet we believe the framework we set 
out above is certainly an important one to monitor as the year progresses.

44 / Devaluing The CNY: China's Secret Weapon In The "Trade Wars"? Not Really, But An Opportunity Too Juicy To Ignore, 
Or Waste - The media believes, and marshals the argument, that the recent cut in PBoC bank reserve ratio is revealing  this 
“trade wars” strategy consequently injecting liquidity and pressuring down the CNY. Our opinion: the thrust of that policy 
action is directed elsewhere. In fact, it confirms our observation about a likely slowdown in Chinese activity. We find that 
growth has been declining for the past four quarters, although the fall has not yet reached critical dimensions, based on 
current prices. However, based on official, seasonally adjusted data, the GDP medium term outlook remains dismal . Go-
vernment expenditures in China have virtually collapsed since January 2016. And like everywhere else, if the government 
does not spend, economic activity slows down in proportionate degree. And the government tightening in China had been 
severe.  Chinese governments have previously used this tool as another defensive action in forestalling growth declines. For 
us, we conclude that devaluing the CNY is not a secret weapon in the "trade wars" -- China has to do it to kickstart a flagging 
economy. It is also an opportunity that is too juicy to ignore or waste.

47 / Timing and Tactical Insight - A rising Dollar should strengthen the Trade Weighted Yuan. In the past, China has 
devalued to counter this effect - If we are correct in projecting that the US Dollar could strengthen into the Fall, and then 
perhaps again into late 2019, the Chinese Yuan will probably feel some upside pressure. Indeed, historically the currencies 
of its main trading partners on average tend to weaken more than the Yuan when the Dollar is strong. Such Yuan revaluation 
would create additional pressure on an economy which is already showing signs of deceleration. That said, the People’s Bank 
of China is currently set on financial discipline, and over the last few quarters it has considerably tightened onshore financial 
conditions to curb financial leverage. Any widespread easing, for example to weaken the currency, would be considered a 
complete reversal of its current policy. That said, an aggravation of the trade war with the US, may at some point, provide an 
excellent excuse to justify such a change of course.

51 / Splicing the markets - A EUR/USD rebound would also offer one last chance to exit Gold - The Dollar rebound has 
accelerated over the last few weeks. Yet, it is now approaching important levels of resistance (1.18 support on EUR/USD, 111 
resistance on USD/JPY), and could retrace a few figures from now until early June (before it reverses back up and eventually 
breaks to the upside towards late Q2). Gold on the other hand seems to be climbing in Euro terms on political risk and could 
continue to do so over the next few weeks. Hence, both projections should be quite positive for Gold in US Dollars, and we 
would expect it to attempt a retest of its highs probably between now and early/mid June. Following that, it should move 
lower until late Q3 2018 on renewed US Dollar Strength
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